https://doi.org/10.1017/err.2025.10041 Published online by Cambridge University Press

European Journal of Risk Regulation (2025), 1-14

doi:10.1017/err.2025.10041 CAMBRIDGE

UNIVERSITY PRESS

ARTICLE

Banking Regulation and Sovereign Default Risk: How
Regulation Undermines Rules

Oliver Hiilsewig! and Armin Steinbach?

ICESifo and Munich University of Applied Sciences, Germany and *HEC Paris, France
Corresponding author: Armin Steinbach; Email: steinbacha@hec.fr

Abstract

The global financial crisis exposed the sovereign-bank nexus as a driver of financial instability and an
impediment to economic growth. Little attention has been paid to the interaction of banking
regulation and public finance. This study analyzes the interaction between the prudential regulation
of banks’ capital requirements and constitutional fiscal rules. We hypothesise that a conflict occurs
between the regulatory privileged treatment of sovereign bonds held by banks and the market
exposure logic enshrined in constitutional fiscal rules. This is particularly problematic in currency
unions such as the US and the euro area. Our legal analysis builds on an empirical econometric
assessment showing that peripheral euro area governments increase their debt following a
tightening in macroprudential capital regulation, laying bare the undesired interaction between
banking regulation and constitutional rules.
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I. Introduction

The global financial crisis exposed the close link between credit institutions and their
domestic governments, the so-called sovereign-bank nexus, as a major cause of financial
instability and an obstacle to economic growth.! In several countries, banking crises were
followed by a rise in government debt because of bailouts, fiscal emergency measures and
widening of government bond spreads. The unfavourable interconnectedness between the
domestic banking system and national governments is a defining feature of modern
economies, with currency unions particularly vulnerable, as the euro debt crisis has shown.?

While the economic literature has addressed the banking-sovereign nexus for some
time and with focus on feedback effects between financial institutions and sovereigns
dubbed as “doom loops,™ the international financial law literature has addressed roots
and solutions to financial instability through different strands: one scholarship addresses

1V Acharya, I Drechsler, P Schnabl, “A Pyrrhic Victory? Bank Bailouts and Sovereign Credit Risk” (2014) 69
Journal of Finance 2689-739; L Bocola, “The pass-through of sovereign risk” (2016) 124 Journal of Political
Economy 879-926.

2 B Becker and V Ivashina, Financial Repression in the European Sovereign Debt Crisis, Review of Finance 22
(2018), 83-115; R Reis, The fiscal footprint of macroprudential policy, Deutsche Bundesbank, Discussion Paper 31
(2020).

® M Brunnermeier et al., “The Sovereign-Bank Diabolic Loop and ESBies” (2016) 106 American Economic Review
(Papers & Proceedings) 508; P Angelini et al., The Negative Feedback Loop Between Banks and Sovereigns (Bank of
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the optimal design of organisation of supervision in order to account for a better focus on
systemic risks,* another strand elucidates the trade-off between financial integration and
financial stability,” and focus has also been laid on the role of global and regional financial
institutions and the key sources (the Basel III regulatory framework, inter alia) in
mitigating risk to financial stability.° However, the sovereign-bank nexus has not featured
saliently in these strands of literature, a lack that has been decried as the “failure of legal
scholarship on international financial regulation” in addressing the banking-sovereign
nexus. In response, some work aimed at widening the scope with a view to including the
linkages among private banking sectors (subject to the Basel Committee’s regulations) and
the public finances of sovereign governments (under the purview of the IMF).”

This article seeks to uncover the relationship between international financial
regulation and the rules governing public finances by addressing one remaining perennial
flaw in banking regulation - the privileged treatment of sovereign bonds.® Basel capital
rules require banks to hold capital for all asset classes based either on a given regulatory
risk weight or internally modeled default probabilities. However, while this principle of
the Basel Accord has been rigorously applied to lending to corporations, its application in
relation to sovereigns is generally much softer. In the US, federal government bonds are
treated as zero weights, and bonds of US states and municipalities are assigned a weight of
20%.° In the EU, banks are even permitted to assign a zero-risk weight for sovereign debt of
all EU Member States, and thus do not hold capital against any of the sovereign exposures.
While it is well-known that this privileged treatment causes a potential capital shortfall
when a country’s creditworthiness deteriorates,'® less attention has been given to how the
privilege affects fiscal behavior and rule compliance.

We study the interaction between international financial regulation and public finance by
assessing whether the sovereigns’ regulatory risk-weight privilege aligns with the
constitutional fiscal rules. Under both US and the EU rules, a no-bailout clause governs
the relationship between sovereigns. In principle, this clause bans governments or federal
states from assuming the financial liabilities of sub-federal jurisdictions or other states, with

It., Occasional Paper No. 213, 2014); M Fratzscher and M Rieth, Monetary Policy, Bank Bailouts and the Sovereign-
Bank Risk Nexus in the Euro Area (Ctr. for Econ. Policy Research, Discussion Paper No. 10370, 2015).

* L Garicano and RM Lastra, “Towards a New Architecture for Financial Stability: Seven Principles” (2010) 13
Journal of International Economic Law 597-621; K Alexander, “Reconciling Lopsided Mandates, Secondary
Objectives and the Importance of Sustainability: The Role of the European Central Bank in the Single Supervisory
Mechanism” (2022) 33 European Business Law Review; R Lastra, “Systemic Risk and Macroprudential Supervision”
in N Moloney, E Ferran and J Payne (eds), The Oxford Handbook of Financial Regulation (Oxford University Press 2015),
pp. 309-33.

5 F Lupo-Pasini, “Financial Stability in International Law” (2017) 18 Melbourne Journal of International Law 1-
26; Goldmann, “Financial Stability” in J Klabbers (ed), The Cambridge Companion to International Organizations Law
(Cambridge: Cambridge University Press 2022), pp. 391-421; L Schiavo, The Role of Financial Stability in EU Law and
Policy (Kluwer, 2017).

¢ CV Gortsos, “Key Aspects of Public International Financial Law: International Financial Standards” in C
Gortsos (ed), The European Banking Regulation Handbook, Volume I (2023), pp. 85-160.

7 M Turk, “The Banking-Sovereign Nexus: Law, Economics & Policy” (2017) 55 Columbia Journal of
Transnational Law 592; A Georgosouli, “The transnational governance of bank resolution and the treatment of
national regulatory variation in the EU” (2021) 80 The Cambridge Law Journal 74-100, at 76.

8 C Borio, M Farag, F Zampolli, Tackling the fiscal policy-financial stability nexus, BIS Working Papers No 1090,
April 2023; A van Riet, “The Preferential Treatment of Government Debt in Financial Law: The Case of Europe” in E
Avgouleas, DC Donald (eds), The Political Economy of Financial Regulation (Cambridge: Cambridge University Press
2019), pp. 385-418.

° § 217.32 of Reg. Q, 78 FR 62157, 62285, Oct. 11, 2013 General risk weights. Federal Financial Institutions
Examination Council, FFIEC 051 RC-R-35, p 43.

10N Gennaioli, A Martin and S Rossi, “Sovereign Default, Domestic Banks, and Financial Institutions” (2014) 69
Journal of Finance 819-66; K Kirschenmann, J Korte and S Steffen, “A Zero-Risk Weight Channel of Sovereign Risk
Spillovers” (2020) Journal of Financial Stability 100780.
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the US federal level banned from rescuing US states just as the EU or any of its Member
States must not bailout another Member State. By extension, the no-bailout logic implies
that the regulatory treatment of government debt must not be designed to undermine fiscal
discipline. The interaction between banking and fiscal rules thus rests on an empirical
research question: Does the risk-weight privilege lead sovereigns to lower fiscal discipline
and undermine the purpose of fiscal rules? Our hypothesis is that zero-risk weight
undermines fiscal discipline (and hence fiscal rules) in times of fiscal distress, exacerbating
the sovereign-bank nexus and financial and fiscal stability. To answer this question, in the
empirical part of our analysis, we use an econometric technique called local projections to
examine the reaction of the sovereigns’ fiscal position to a restrictive intervention in
macroprudential capital regulation. This allows us to disentangle the effect of capital market
regulation on fiscal performance. We focus on euro area member countries, because the
availability of US states fiscal data is severely restricted.!* Our results show that the
governments in the euro area peripheral countries increase their debt after a restrictive
macroprudential capital regulation intervention. The primary balance ratio, that is, the
cyclically adjusted primary balance as a percentage of gross domestic product (GDP),
deteriorates. The worsening in this ratio is related to discretionary decisions as a
consequence of a lower government bond rate. Moreover, fiscal stress increases, suggesting
that sovereign risk rises due to higher borrowing, thus highlighting the interaction between
capital market regulation and the fiscal no-bailout clause.

By integrating legal and empirical analyses, this study seeks to connect to two strands
of legal and economic literature: we extend the international financial law literature
focusing on the sovereign-bank nexus and connect it with the literature on economic
federalism. First, as mentioned above, while economic literature on the sovereign-nexus is
abundant, financial law literature on this phenomenon is rather scarce.!> We seek
extending the legal literature emphasising linkages between private banking sectors and
public finance,'* which has however not further explored the interaction of the sovereign-
banking nexus with fiscal rules binding sovereigns. This contribution thus ultimately
offers insight on proper design and interpretation of prudential regulation.

Second, our analysis connects to the legal literature on fiscal federalism that examines
the design of no-bailout clauses. Both in the US and the EU, the financial crisis gave rise to
a discussion on how no-bailout regimes should be applied to financially distressed US
states and euro area member countries. In the US, fiscal federalism is determined by the
historical experience of sovereign solvency crisis of the 1840s which gave rise to a regime
of fiscal rules that extends until today,** while Europe is characterised by its own sovereign
debt crisis and the fiscal governance crafted as response to it."® The legal literature
discusses how the market logic of the no-bailout principle can be reconciled with various

11 First, US states’ data on the fiscal position, such as the primary balance, government expenditures or
government revenues, as well as bond yields are - to the best of our knowledge - not systematically reported on a
quarterly basis. Second, to the extent that US states publish fiscal data, these data are inconsistent across states.
Some states’ definitions of deficit and revenue vary greatly, as they tend to separate the sections on expenditures
and revenues. In addition, revenue structure is often complex because of the use of endowment funds, or the so-
called "rainy days” funds, which can be drawn upon, thereby limiting the information on the primary balance.

12 See above notes 4 to 6.

13 M Turk, “The Banking-Sovereign Nexus: Law, Economics & Policy” (2017) 55 Columbia Journal of
Transnational Law.

14D Schleicher, In a Bad State: Responding to State and Local Budget Crises (Oxford University Press 2023); M
Greve, “Our Federalism is not Europe’s. It's becoming Argentina’s” (2012) 7 Duke Journal of Constitutional Law &
Public Policy 17-42.

15 F Amtenbrink and M Markakis, “Never Waste a Good Crisis on the Emergent EU Fiscal Capacity” in A
Hinarejos and R Schiitze (eds), EU Fiscal Federalism (Oxford University Press 2023) p. 197; A Steinbach, Economic
Policy Coordination, Routledge (2014) pp. 72-171.


https://doi.org/10.1017/err.2025.10041

https://doi.org/10.1017/err.2025.10041 Published online by Cambridge University Press

4 Oliver Hiilsewig and Armin Steinbach

instruments granting fiscal support in federal relationships.' In any case, the interaction
between banking regulation and fiscal federalism is a blind spot in the legal literature.
While legal scholarship discusses the role of macroprudential regulation from a doctrinal
perspective,'’” the connection between macroprudential regulation and fiscal rules has not
been addressed. The broader contribution of this article is to make progress toward a more
integrated perspective on international financial regulation, which looks past formal
categories and legalistic distinctions to identify fundamental underlying dynamics.

The study is structured as follows: Section 2 outlines the legal framework and highlights
the treatment of sovereign bonds under capital regulation as well as the fiscal governance
regimes in the US and the EU. Section 3 presents our empirical analysis and discusses the
results. Based on the empirical findings, Section 4 elucidates the legal implications for
regulation and fiscal rules, while Section 5 presents the conclusion.

Il. Fiscal rules and macroprudential regulation

I. No-bailout rules and budgetary market exposure of sovereigns

By focusing on the effect of banking regulation on constitutional rules, we hypothesise that
a zero-risk weight privilege in sovereign regulation is a regulatory treatment potentially
conflicting with the market discipline concept of the no-bailout clause. Zero-weight
privilege confers economic advantages to credit institutions to the extent that it exempts
financial institutions from backing these loans with their own funds, an advantage which
ultimately undermines market pressure. At the same time, both the US and the EU have
fiscal rules that aim at strengthening market pressure in different ways - through debt
ceilings and no-bailout clauses, or both, like in the US.!®

2. No-bailout regime in the US

No-bailout clauses play a pivotal role in federations where interlinkages exist both
horizontally between sub-federal units as well as vertically between the sub-federal and
the federal level. The US constitution does not stipulate an explicit no-bailout clause, but
there is an established and credible regime of not bailing out US States and
municipalities.’ This implicit no-bailout regime exposes US states and municipalities
to market pressure, incentivising them to maintain fiscal discipline.”® The importance of
this implicit no-bailout regime can be understood in historical perspective. Historically, US
states increased their debt levels since the mid-1820s, mainly because of too heavy
investments in infrastructure, creating a bubble that finally burst in 1837.% The federal

16 p Peterson and D Nadler, “Freedom to Fail: The Keystone of American Federalism” (2012) 79 The University of
Chicago Law Review 251-79; E Johnson and E Young, “The Constitutional Law of State Debt” (2012) 7 Duke Journal
of Constitutional Law & Public Policy 117-62 for the US; A Steinbach, “The compatibility of the ECB’s sovereign
bond purchases with EU law and German constitutional law” (2013) 39 Yale Journal of International Law Online; R
Palmstorfer, “To Bail Out or Not to Bail Out? The Current Framework of Financial Assistance for Euro Area
Member States Measured Against the Requirements of EU Primary Law” (2012) 37 European Law Review, 771 for
the EU.

17 A Keller, Legal foundations of macroprudential policy: An interdisciplinary approach, Intersentia (2020); L
Amorello, Macroprudential Banking Supervision & Monetary Policy, (Palgrave Macmillan 2018) pp. 11-107.

18 B Nina, “Numerical Fiscal Rules: International Trends” in International Monetary Fund (ed), Public Financial
Management and Its Emerging Architecture, (USA: International Monetary Fund 2013), Chapter 3.

19 PE Peterson and D Nadler, “Freedom to Fail: The Keystone of American Federalism” (2012) 79 The University
of Chicago Law Review 251-79.

20ED Johnson and EA Young, “The Constitutional Law of State Debt” (2012) 7 Duke Journal of Constitutional Law
& Public Policy 117-62.

2 D Schleicher, In a Bad State: Responding to State and Local Budget Crises, (Oxford University Press 2023).
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level intervened for some time, buying up a great deal of the states’ bonds but finally
pursued a strict no-bailout policy. Since Congress allowed several states to default in the
1840s, its no-bailout commitment has been perceived as highly credible.”” The financial
crisis revived the debate on the US federal government stepping in to bail out US states at
risk of default, but overall the US no-bailout regime, despite its lack of explicit address in
the US constitution, has been viewed as largely effective and credible.?®

3. No-bailout regime in the EU

Similar to the US, the EU Treaties are built on the notion of fiscal responsibility and market
exposure of sovereign states. The historical evolution of the EU from an internal market
towards an Economic and Monetary Union was characterised by establishing a currency
union subject to a fiscal regime. Introducing a common currency was made conditional on
the implementation of a bailout prohibition and a tight fiscal regime.? Unlike in the US,
there is an explicit ban on Member States to assume the debt of a Member State (Article
125 TFEU). The interpretation of Articles 125 TFEU aiming at keeping budgetary discipline
is widely shared in legal literature.? In Pringle, the ECJ has confirmed that the no-bailout
principle aims at ensuring that Member States are held liable for their fiscal conduct
through market pressure.?® In this vein, the no-bailout rule prohibits financial assistance
because it would undermine fiscal responsibility.

However, EU treaty-makers did not only see the risk of sovereigns bailing out other
sovereigns, but they acknowledged, which is relevant for our analysis, that financial
institutions may likewise be able to grant non-market conditions to EU Member States.
This inspired a prohibition explicitly laid down in the EU Treaties banning EU Member
States from enjoying privileged access to financial institutions (Article 124 TFEU). In other
words, financial institutions must not lend to EU member states at non-market rates in
order to allow markets to exert budgetary pressure on the sovereign entity. Hence, EU
rules forbid any measure that establishes privileged access by EU institutions and the
central government.*

Thus, US and EU constitutional rules share the notion of enforcing market logic to
incentivise budgetary discipline. They let market forces work, with lower interest rates
rewarding fiscal soundness and rising interest rates signaling budgetary caution. To render
these constitutional rules effective, financial markets are supposed to assess the default
probability of each Member State individually. This logic however is impaired by granting
economic advantages to financial institutions, which in turn create or are intended to
create advantages for the public sector on the financial market.

22ED Johnson and EA Young, “The Constitutional Law of State Debt” (2012) 7 Duke Journal of Constitutional Law
& Public Policy 117-62.

23 State and Municipal Debt: The Coming Crisis? Hearing before the Subcommittee on TARP, Financial Services
and Bailouts of Public and Private Programs of the House Committee on Over-sight and Government Reform,
112th Cong, 1st Sess 1 (2011) (“State and Municipal Debt Hearings”) (Rep Patrick McHenry).

2 0 Issing, “Entwicklungsgeschichte der Wirtschafts- und Wihrungsunion” in U Hufeld and C Ohler (eds),
Europdische Wirtschafts- und Wahrungsunion, Nomos 2022, Chapter 1, paras. 77/78.

%5 Borger, “Outright Monetary Transactions and the Stability Mandate of the ECB: Gauweiler” (2016) 53 CML Rev
1-58; Palmstofer, “To Bail Out or Not to Bail Out? The Current Framework of Financial Assistance for Euro Area
Member States Measured against the Requirements of EU Primary Law” (2012) 37 ELRev 771.

26 P Hauser, Critical analysis of the zero risk weight privilege for European sovereign debt in light of Art. 124
TFEU, The Economists’ Voice 17 (2020), 1-28.
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4. The zero weight (un)logic

The empirical question is whether banking regulation, when granting a preferential
treatment to certain government bonds, loosens the constitutional fiscal constraints
governing public finances discussed above. The regulatory treatment of sovereign bonds is
determined by Basel capital requirements, the international regulatory accord that
introduced a set of reforms designed to mitigate risk within the international banking
sector.” In essence, they require banks to maintain certain minimum leverage ratios and
to observe certain levels of reserve capital on hand. Member States participating in the
Basel accord are obliged to implement these rules in their domestic legal orders.”® As a
consequence of the Basel rules, banks must hold capital for all asset classes, either based on
a given regulatory risk weight under the standardised approach or internally modeled
default probabilities. The rationale behind these capital requirements is to ensure that
higher risks are backed by stronger collaterals. Depending on the risk assessment by rating
agencies, risk weights vary between 0% and 150% and are applicable to the standardized
approach.?’ The underlying logic is that a good debtor creditworthiness results in low
capital requirements, whereas low creditworthiness leads to high capital requirements; in
theory, this regulatory approach follows the fiscal logic of no-bailout described above.
However, as a deviation from this principle, Basel rules establish a special regime for
sovereign bonds distinct from corporate bonds by subjecting the former to a privileged set
of rules. These rules offer leeway at national implementation level that lower risk weight
can be applied to banks’ sovereign exposures, or exposures to their central bank, if they
are denominated and funded in domestic currency.*® The zero-risk weight of sovereign
bonds hence does not follow the otherwise mandatory risk-based valuation requirement.!

The US and EU have implemented Basel capital requirements differently in their
respective prudential rules (as the Basel rules are themselves non-binding, they require
implementation domestically). We are interested in the treatment of sub-federal entities
(euro area Member States and US states), as they have no control over their currency and
cannot simply print money to service their debts. For sub-federal entity this implies that
when monetary and fiscal authorities are separate entities, the default risk of sovereign
sub-federal entitities’ debt is not zero. Under US banking regulation, obligation exposures
to US states, municipalities and other political subdivisions of the US have a weight of
20%.% In contrast, the EU constitutional rules implementing the Basel framework assign a
0% risk weight to exposures vis-a-vis Member States denominated and funded in the
domestic currency.” Hence, unlike in the US, exposure to EU Member States is considered

%7 M Kemp, “Unintended Consequences of Basel 11l and Solvency II - Abstract of the London Discussion” (2014)
19 British Actuarial Journal, 341-5.

2 CV Gortsos, “Key Aspects of Public International Financial Law: International Financial Standards” in C
Gortsos (ed), The European Banking Regulation Handbook, Volume I (2023), pp. 85-160.

2 Basel Committee on Banking Supervision, Basel III: Finalising post-crisis reforms, December 2017, para. 7.

%0 Basel Committee on Banking Supervision, Minimum capital requirements for market risk, January 2019, para.
22.7.

31 By contrast, the internal model approach requires banks to assess the default risk of sovereign bonds in the
trading book. This requirement also applies to government bonds that are denom- inated in the sovereign’s
domestic currency (BCBS, Minimum capital requirements for market risk. Technical Report February (2019). Basel
Committee on Banking Supervision, para. 33.21). Hence, under the Basel rules, the internal model approach does
not grant privileged treatment to sovereign bonds.

32 § 217.32 of Reg. Q, 78 FR 62157, 62285, Oct. 11, 2013 General risk weights. Federal Financial Institutions
Examination Council, FFIEC 051 RC-R-35, p. 43.

33 Art. 114 para. 4 of EU Regulation 575/2013.
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risk free regardless of the ratings assigned by rating agencies.>* Sovereign bonds receiving
a zero-risk weight in capital regulation are thus exempted from the large exposure
requirements, and they are also classified as highly liquid in the liquidity regulation
framework.* Therefore, even if a bank’s internal risk model determines the risk weight of
these exposures to be above 0%, the credit institution in the EU may assign a 0% risk
weight. This makes investing in sovereign bonds more attractive compared to other asset
classes. It is this privileged treatment in implementing the Basel rules, that is, the more
favourable conditions for sovereign bonds (both in the EU and the US) that motivate our
analysis and which we claim to have an empirical effect on the relevant fiscal indicators.

Ill. Empirical analysis

We base our analysis on the local projection method,*® which has become a popular tool in
empirical macroeconomics. Local projections are a sequence of regressions where the
variables of interest, dated at increasingly time horizons, are regressed on an innovation,
for instance, in our case a restrictive intervention in macroprudential capital regulation.””
An advantage of the local projection method is that the results can be displayed
graphically in the form of so-called impulse responses.

We estimate the local projections for the euro area periphery countries, that is, Ireland,
Italy, Portugal and Spain, using panel techniques.®® This estimation allows us to identify
how governments react to a change in prudential regulation applying to financial
institutions. We thus want to understand the causal chain starting from prudential
regulation, through a reaction on the side of financial institutions, which then has an
impact on government fiscal conduct. We consider the period 2005Q1-2018Q4. This period
is suitable because during this period the periphery countries of the euro area fell into
fiscal distress. This allows us to study the effects that occurred following changes in
prudential regulation.

Our empirical analysis unfolds in two steps. First, we estimate local projections to
examine the reaction of the banks’ exposure to domestic sovereign debt to a restrictive
prudential capital regulation intervention. Second, we investigate the reaction of fiscal
policy to changes in banks’ demand for public debt in response to a tightening of
macroprudential capital regulation. The appendix contains the relevant technical
information, notably the empirical model, the data and the estimation of local projections
based on a surprise in bank capital regulation.

I. Results of a bank regulation shock

For the euro area periphery countries, Figure 1 summarises the results represented by the
estimated impulse responses to a restrictive intervention in macroprudential capital

3 Furthermore, even credit institutions that apply the Internal Ratings Based Approach (that is, allowing credit
institutions to apply their own rating models to calculate the default risks) may apply the standardised approach
for exposures to central governments, if these exposures are assigned a 0 % weight (Art. 150 para. 1 (d) (ii) of Reg.
575/2013 with reference to Art. 114 of Reg. 575/2013).

35 A Sterzel, “Reforming the Regulatory Treatment of Sovereign Exposures in Banking Regulation” (2020) 53
Credit and Capital Markets 81-122.

360 Jorda, “Estimation and Inference of Impulse Responses by Local Projections” (2005) 95 American Economic
Review 161-82.

370 Jorda and AM Taylor, Local Projections, NBER Working Papers 32822 (2024), National Bureau of Economic
Research, Inc.

%8 We exclude Greece from our analysis because the country was severely affected by the European sovereign
debt crisis and obtained external financing only through financial aid programmes from May 2010 onwards.


https://doi.org/10.1017/err.2025.10041
https://doi.org/10.1017/err.2025.10041

https://doi.org/10.1017/err.2025.10041 Published online by Cambridge University Press

8 Oliver Hiilsewig and Armin Steinbach

regulation. The responses measure the deviation from the steady state, that is, the status
quo before the intervention.,

We observe that banks in the periphery increase their exposure to domestic
government debt in response to a tightening in capital regulation. In line with the
empirical literature,*® the domestic government bond holdings ratio increases gradually,
becoming significant three quarters after the intervention. Thus, the share of domestic
government bond holdings in total assets rises, which means that banks buy more
domestic government bonds. Moreover, the results show that the government bond rate
declines significantly in response to the shock. The maximum drop is about twenty base
points,*°

Overall, we find that the peripheral banks’ share of domestic government bond holdings
in total assets moves in opposite direction to the sovereign yield spread after the adverse
macroprudential intervention related to bank capital regulation. This suggests that
changes in banks’ demand for public debt contribute to bringing down the government
bond rate, hence making it cheaper for governments to borrow.*!

Next, we analyze how fiscal policy in euro area periphery countries reacts to changes in
banks’ demand for domestic sovereign debt in response to a tightening of macroprudential
capital regulation. To this end, we compute impulse responses of important variables
related to fiscal policy to a restrictive capital-based macroprudential policy intervention.
Specifically, we are interested in the effect on the primary balance ratio (ie, the difference
between government’s revenue (what it is earning) and its non-interest expenditure), the
government balance ratio (ie, the balance of government revenue and expenditure), and
the fiscal distress, measured by a fiscal stress indicator. Figure 2 documents the results.

The findings show that peripheral governments increase their debt at their own
discretion in response to a tightening in capital regulation. The cyclically adjusted primary
balance ratio is in deficit after the intervention, reaching a maximum decrease of
approximately 0.7 percentage points, which may be associated with the incentive to
increase borrowing because of the reduction in the government bond rate (see Figure 1). In
addition, the government balance ratio deteriorates at the same time. Thus, the structure
of the government budget is realigned toward higher public borrowing in response to a
restrictive capital-related macroprudential policy innovation. Finally, the fiscal stress
indicator rises after the shock, suggesting that sovereign risk increases with higher debt.

The political economy of this chain of effects suggests that euro area peripheral
governments have an incentive to tweak capital regulation to favour their own fiscal
space. This exacerbates the time inconsistency problem that fiscal rules intend to address.
Fiscal rules intend to prevent governments from short-term borrowing because
governments tend to ignore the long-term negative effects of overspending. However,
capital regulation may be an instrument in the hands of governments that is particularly

39 See VV Acharya and S Steffen, “The ‘Greatest’ Carry Trade Ever? Understanding Eurozone Bank Risks” (2015)
115 Journal of Financial Economics 215-36; R Gropp, T Mosk, S Ongena, C Wix, “Banks Response to Higher Capital
Requirements: Evidence from a Quasi-Natural Experiment” (2019) 32 The Review of Financial Studies 266-99; N
Hristov, O Hiilsewig, B Kolb, “Macroprudential Capital Regulation and Fiscal Balances in the Euro Area” (2024) 143
Journal of International Money and Finance, Article 103074.

0 The government bond rate spread, that is, the spread between the government bond rate and the EURIBOR
three-month rate, also drops, which indicates that the decline in the long-term rate, that is, the government bond
rate, exceeds that of the short-term rate.

#1'S Arslanalp and T Tsuda, “Tracking Global Demand for Advanced Economy Sovereign Debt” (2014) 62 IMF
Economic Review 430-64; BCBS, The regulatory treatment of sovereign exposures. Technical Report December
(2017). Basel Committee on Banking Supervision. Since banks are important investors in domestic government
debt, the shift toward higher sovereign exposure may exacerbate the adverse effect of the sovereign-bank nexus
to the extent that sovereign risk increases.
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Figure |. Periphery impulse responses to a restrictive capital regulation innovation.

Notes: The figure shows impulse responses to a restrictive capital-based macroprudential policy intervention. The dashed lines denote
the estimated impulse responses. The shaded areas reflect the 90% error bands and 95% error bands, respectively. The reaction of
the banks’ domestic government bond holdings ratio is measured in percent. The reactions of the government bond rate and the
spread are measured in percentage points.

powerful when governments control or are identical to regulators in order to offset the
desired effect of fiscal rules.

IV. Reviewing the legal governance of zero weights

Our empirical analysis sought to elucidate the spillover channel from banking regulation
to fiscal conduct and the conflict it engenders with fiscal rules. While it is well established
that undercapitalised banks have an incentive to effectively undertake regulatory capital
arbitrage or gamble for resurrection by shifting their investment towards higher yielding
but zero risk-weighted assets,*? our empirical section demonstrated that this gambling
encourages government spending at inefficient high levels. This is so because credit
extensions to the government may become more attractive because of the zero-risk
weight, which ultimately engenders a deterioration of the cyclically adjusted primary
balance and an increase in fiscal stress as highlighted by the European debt crisis.*® Just as
peripheral euro area banks gambled by fortifying the bank-sovereign nexus through
buying excessively domestic sovereign bonds, the peripheral countries’ governments
continued the gamble by taking advantage of a restrictive shock to capital regulation by
increasing borrowing.

2 European Systemic Risk Board, Report on the Regulatory Treatment of Sovereign Exposures, March 2015.
3 VV Acharya and S Steffen, “The ‘Greatest’ Carry Trade Ever? Understanding Eurozone Bank Risks” (2015) 115
Journal of Financial Economics 215-36.
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Figure 2. Periphery impulse responses to a restrictive capital regulation innovation.

Notes: The figure shows impulse responses to a restrictive capital-based macroprudential policy intervention. The dashed lines denote
the estimated impulse responses. The shaded areas reflect the 90% error bands and 95% error bands, respectively. The reactions of
the fiscal policy variables are measured in percentage points. The reaction of the fiscal stress indicator is measured in percent. A
positive value of the cyclically adjusted primary balance ratio and the government balance ratio denotes an improvement, while a
negative value reflects a deterioration.

Tying our empirical results back to the legal governance, we can draw several
conclusions on why the regulatory or fiscal governance has an adverse interaction
between regulation and fiscal stance. First, our empirical evidence highlights that zero
weighting is at odds with the idea of market pressure on sovereigns as enshrined as
foundational principle of constitutional no-bailout clauses. While the primary concern of
lawyers has been that the market-undermining effect of budgetary pressure would be
caused by inter-state practices such as the expectation within the euro area to be bailed
out by other EU members,** the novelty here is that this relief of market pressure can be
generated through regulatory privileged access by governments to financial institutions.
In that regard, the study adds to existing literature strands that hitherto have not
integrated the sovereign-bank nexus into the public finance analysis. 1t expands the
limited research devoted to exploring the linkages among private banking sectors and the
public finances of sovereign governments®, by elucidating market-based reactions to
macroprudential interventions and their impact on public finance. It also offers new

“ H Hofmeister, “To Bail Out Or Not to Bail Out?—Legal Aspects of the Greek Crisis” (2011) 13 Cambridge
Yearbook of European Legal Studies 113-34; A Gregorio Merino, “Legal Developments in the Economic and
Monetary Union During the Debt Crisis: The Mechanisms of Financial Assistance” (2012) 49 Common Market Law
Review 1613-45.

% M Turk, “The Banking-Sovereign Nexus: Law, Economics & Policy” (2017) 55 Columbia Journal of
Transnational Law 592; A Georgosouli, “The Transnational Governance of Bank Resolution and the Treatment of
National Regulatory Variation in the EU” (2021) 80 The Cambridge Law Journal 74-100, at 76.
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insight to the sovereign-nexus literature which has focused on feedback effects between
financial institutions and sovereigns with contagion channels working from crisis-struck
banks to solvency of sovereigns.*® Our interest in the nexus works in a different direction:
from regulation to inducing financial institutions to engage in sovereign bond purchases.
Finally, our contribution has contributed to the literature exploring the Basel III
regulatory framework to mitigate financial instability by widening the angle to assess the
effect on fiscal stability.*”

By not requiring core capital for holding sub-national government bonds, market
pressure is lifted and budgetary discipline reduced. This is so because banks are induced by
this regulatory treatment to buy sub-national state bonds irrespective of the solvency of
the state. Unlike the EU, the US incorporates the logic of its constitutional no-bailout
clause at least to some extent into the macroprudential treatment by requiring a 20 % risk
weight for obligations of US states, while the EU implements a zero-risk weight.* The zero-
risk treatment would be sensible if these bonds were risk free, something that seems to
have underpinned the intention of the drafters of EU zero-risk regulations. Indeed, the EU
legislator opined that “public debt paper is usually relatively liquid and the government is,
in principle, a good debtor because of its prerogative to raise taxes, so that it is justified to
make sure that financial institutions observe certain prudential measures leading to the
holding of public debt paper.”*® The law-makers reasoning thus builds on the assumption
that government bonds are risk free, which is - from both a theoretical and empirical
perspective®® - not plausible in the context of currency areas such as the US or the euro
area, when the debtor government (US states or EU Member States) has no power to create
and print money to serve its debt, but where this authority lies with the federal or
supranational level.! When monetary and fiscal authorities are separate entities, default
risk on sovereign debt is not zero.>? Our analysis showed that this is a concern for fiscally
distressed countries, like the euro area periphery. The zero-risk weight exacerbates the
risk of fiscal instability and ultimately the risk of bailout, as pressure to bail out EU
Member States increases considerably if a state default causes a European banking crisis.
As long as the zero-risk weight privilege and thus the sovereign-bank nexus exists, the
credibility of the no bailout clause is reduced.*®

4 M Brunnermeier et al., “The Sovereign-Bank Diabolic Loop and ESBies” (2016) 106 American Economic
Review (Papers & Proceedings) 508; P Angelini et al., The Negative Feedback Loop Between Banks and Sovereigns (Bank
of It., Occasional Paper No. 213, 2014); M Fratzscher and M Rieth, Monetary Policy, Bank Bailouts and the
Sovereign-Bank Risk Nexus in the Euro Area (Ctr. for Econ. Policy Research, Discussion Paper No. 10370, 2015).

47 CV Gortsos, “Key Aspects of Public International Financial Law: International Financial Standards” in C
Gortsos (ed), The European Banking Regulation Handbook, Volume I (2023) pp. 85-160.

8 One must acknowledge limitations to comparing the US and EU regulatory treatment of sub-federal
sovereign bonds, as US banks hold to significantly lesser degree bonds of sub-federal entities. The US municipal
debt market includes all manner of non-state, non-sovereign debt - cities, localities, special purpose entities and
districts (the broad category is replicated in capital adequacy regulations, 12 CFR § 217.32(e)(1)). Also, the US
municipal debt market is an overwhelmingly retail market, driven by the tax-exempt status of interest income on
municipal debt, while EU Member State debt is held primarily by domestic financial institutions and nonresidents.
For the US see Federal Reserve Statistical Release, Financial Accounts of the United States Flow of Funds, Balance
Sheets and Integrated Macroeconomic Accounts, Third Quarter 2024, December 12, 2024, compare L.101 and L.111.

49 European Commission, Communication, 371 final (1993), 93-7.

50 C Borio, M Farag and F Zampolli, Tackling the fiscal policy-financial stability nexus, BIS Working Papers No
1090, April 2023, at 20.

51 The ECB is forbidden to provide monetary financing to any government or even to EU author- ities. In other
constituencies, monetary financing is not prohibited. See O Hiilsewig and A Steinbach, “Monetary Financing and
Fiscal Discipline” (2021) 68 International Review of Law and Economics, Article 106004.

52 D Gros, “Banking Union with a Sovereign Virus: The Self-Serving Treatment of Sovereign Debt. (2013) 48
Intereconomics 93-7.

53 P Hauser, Critical analysis of the zero risk weight privilege for European sovereign debt in light of Art. 124
TFEU, The Economists’ Voice 17 (2020), 1-28.
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One might argue that prudential regulation should trump fiscal rules. Indeed, while EU
law reinforces the no-bailout principle by not allowing financial institutions to give EU
members the kind of fiscal release that is forbidden under the no-bailout clause (Article
124 TFEU), this provision allows an explicit exception to the prohibition - the law provides
that “prudential considerations” can apply and make preferential treatment necessary for
financial stability reasons. On that basis, one might argue that financial stability concerns
vested in macroprudential regulations should have primary concerns over budgetary
effects. “Prudential considerations” are considered measures designed to promote the
soundness of financial institutions to strengthen the stability of the entire financial system
and the protection of the customers of those institutions.> Indeed, macroprudential policy
aims to strengthen financial stability, particularly through capital-based instruments.>®
However, there is an abundant empirical evidence that puts in question that zero-risk
weight privilege stabilises financial stability. Banks in the periphery increase their
exposure to domestic government debt in response to tighter capital-based regulatory
measures, making them more vulnerable to sovereign risk,*® and at the same time lower
the costs for government debt. Losses the banks suffer from the write-off of sovereign debt
because of a deterioration in the sovereign’s creditworthiness weakens their capital
position. Consequently, banks become undercapitalised if they fail to build a sufficient
capital buffer.’” As a result, what would be permissible under law, can hardly be argued
from an economic perspective.

This finding informs the existing financial law literature to the extent that it requires
financial law to adopt a more integrated understanding of the rules governing banking
regulation and public finances.’® With the empirical interaction of bank and state solvency
risks, financial law should take account of its impact on the effectiveness of fiscal rules. In
fact, our finding goes against what has been financial regulation advice: namely that
adequate fiscal space is a prerequisite for financial stability, even when a debt crisis does
not originate from public sector borrowing. Fiscal space dampens the vicious circle that
propagates any adverse event that hits the banking sector, making financial crises less
likely.> Yet, prudential regulation that induces governments’ inclination for fiscal
spending goes against this insight and risks to further doom loops. Our analysis thus offers
an additional reason for eliminating the zero-risk approach of sovereign bonds. 1t is not
only important in order to curtail channels of contagion from fiscal insolvency to the
banking sector, but it is just as important for not inducing a negative contagion to invite
government overspending (which ultimately could engender fiscal instability and
sovereign insolvency risks).

5% Art. 2 of Council Regulation (EC) No 3604/93 of December 13, 1993, specifying definitions for the application
of the prohibition of privileged access referred to in Art. 104a of the Treaty establishing the European Community.

55 T Grace, N Hallissey and M Woods, The Instruments of Macro-Prudential Policy, Central Bank of Ireland,
Quarterly Bulletin 01/January 2015.

% V Acharya, R Engle and D Pierret, “Testing Macroprudential Stress Tests: The Risk of Regulatory Risk
Weights” (2014) 65 Journal of Monetary Economics 36-53; R Gropp, T Mosk, S Ongena and C Wix, “Banks Response
to Higher Capital Requirements: Evidence from a Quasi-Natural Experiment” (2019) 32 The Review of Financial
Studies 266-99.

57 K Kirschenmann, J Korte and S Steffen, “A Zero-Risk Weight Channel of Sovereign Risk Spillovers” (2020)
Journal of Financial Stability 100780.

%8 M Turk, “The Banking-Sovereign Nexus: Law, Economics & Policy” (2017) 55 Columbia Journal of
Transnational Law 592.

59 C Borio, M Farag and F Zampolli, Tackling the fiscal policy-financial stability nexus, BIS Working Papers No
1090, April 2023.
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V. Conclusion

Banking regulation drew the attention of economic scholarship in particular from the
perspective of financial stability and economic growth, a literature that found its legal
corollary in contributions focusing on the regulatory framework and on how to organise
effective supervision of financial institutions.®® Less attention has been paid to the
unintended side effects of banking regulation and sovereigns’ fiscal conduct, in particular
the interaction of prudential regulation with constitutional fiscal rules. We hypothesise
that banking regulation conflicts with constitutional rules to the extent that regulatory
privileged treatment of sovereign bonds held by banks invites governments to be fiscally
less prudent than they should. If fiscal rules cannot contain this effect, the result is
overborrowing. This is particularly relevant with regard to the regulatory treatment of
bonds of sub-federal entities in currency unions, as currency areas stipulate no-bailout
regimes, establishing the primacy of market pressure on sovereign bonds.

Our empirical results suggest that treating two legal areas - prudential regulation and
fiscal rules - in isolation of each other neglects the interdependence of these rules.
Banking regulation implementing zero-risk weight for sub-federal levels ignore possible
solvency risks. Put differently, (banking) regulation has the potential to undermine
(constitutional) fiscal rules. In case of zero-weight bonds, banking regulation invites
domestic banks to increase their holdings of government shares. The ensuing government
overborrowing is particularly pronounced for countries in fiscally difficult situation,
notably the euro periphery countries in the aftermath of the global financial crisis. Legal
analysis should not look at these effects in isolation from each other: prudential regulation
should be determined in view of its effects on governments fiscal space determined by
fiscal rules, and vice versa.

With regard to adapting banking regulation, the integration of the interaction with
fiscal rules suggests some policy implications: A first is to remove the zero-weight
privilege. Removing the privilege is not only imperative in view of the well-established
repercussions of the privilege of sovereigns in macroprudential regulation on financial
stability and economic activity.®! It is also necessary to avoid negative spillovers on fiscal
conduct and to avoid undermining national fiscal rules. However, in the EU sovereign risk
on bank balance sheets has still not been tackled, in contrast to other risk mitigation
measures introduced by the Banking Union.®? The zero-risk weight remains the “elephant
in the room.”®® The pandemic with its surge in public debt has further highlighted the need
for reform.®* A solution would be a big leap forward but would require supervisors and
politicians to introduce inconvenient restrictions on self-serving prudential regulation.

A second recommendation is to strengthen fiscal space and constitutional no-bailout
clauses to avoid governments to gamble by taking advantage of cheap borrowing that does
not reflect fiscal sustainability risks. Possible measures include fiscal buffers integrated

€ CV Gortsos, “Key Aspects of Public International Financial Law: International Financial Standards” in C
Gortsos (ed), The European Banking Regulation Handbook, Volume I (2023) pp. 85-160; R Lastra, “Systemic Risk and
Macroprudential Supervision” in N Moloney, E Ferran and J Payne, The Oxford Handbook of Financial Regulation
(Oxford University Press 2015) 309-33.

¢l H Hannoun (2011) Sovereign risk in bank regulation and supervision: Where do we stand? Bank for
International Settlements, Financial Stability Institute High- Level Meeting.

2 A Hégenauer, L Howarth and L Quaglia, “Introduction to the special issue: the persistent challenges to
European Banking Union” (2023) 45 Journal of European Integration 1-14.

5 H Mai, What to do with home sovereign exposure? Deutsche Bank Research, EU Monitor, March 22 (2021).

¢ Large fiscal relief packages to mitigate the macroeconomic shock of the pandemic led to a surge in public
debt in the euro area, of which banks absorbed significant part of the bonds issued by governments.
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into fiscal rules that would leave sufficient fiscal space to absorb a banking crisis or
amendment of tax systems that typically favour debt over equity.*

Finally, we can infer political economy implications regarding the fact that both the
banking regulator and the fiscal decision-maker could be government representatives. If
the regulator is also the borrower, or if political decision-makers are in a position to
exercise influence over lenders to reallocate credit in their interest, there is a malincentive
to remove the access to cheap money and to retain the zero-weight privilege.%® Political
pressures may limit the ability of regulators to “lean against the wind” suggesting that
political pressures may inhibit regulators’ ability to implement prudential policies.®” This
offers a rationale to separate banking regulatory and fiscal rulemaker in order to avoid
their incentives to align towards using prudential regulation to ease constraints on
government expenditure.
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